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cent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform. This document 
has been prepared by the AICPA staff. It has not been approved, 
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High-Technology Industry 
Developments— 1999/2000
Industry and Economic Developments
What significant industry and economic events and conditions 
have occurred recently that are relevant to the audits of high- 
technology entities?
Events in the high-technology sector of the economy continue to 
be a matter of general interest, as they are having a significant effect 
on the stock market and the economy as a whole. The effect of the 
high-technology industry on the U.S. Gross Domestic Product 
(GDP) was analyzed in one recent article. The writer noted that 
if the effects of high-technology companies were taken out of 
the average GDP growth for the past three years, growth would 
have averaged a moderate 3 percent, rather than a stellar 3.8 
percent. High-technology companies also continue to see favor­
able conditions in many markets, including Asia, where U.S. 
technology firms are rebounding. Also, the addition of Intel and 
Microsoft to the Dow Jones Industrial Average (DJIA) further 
underscores the growing impact of the high-technology industry 
on the domestic economy.
W hen speaking about high-technology, some people may be 
using different definitions or may not have considered what they 
are including in their definition. According to the American Elec­
tronics Association, the high-technology industry includes nine 
subgroups of manufacturing: computers, consumer electronics, 
communications equipment, electrical components, semicon­
ductors, defense electronics, industrial electronics, electromedical 
equipment, and photonics, and two subgroups of services: telecom­
munications services, and software and computer services. These 
subgroups may be affected differently by the same economic con­
ditions, as discussed in the following sections.
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Despite economic problems in Asia, 1998 unit sales of personal com­
puters (PCs) rose 11 percent over the prior year, fueled by strong de­
mand from both the corporate and home markets as well as the desire 
to get on the Internet. However, because of declining prices, revenues 
from these sales remained relatively flat. PC sales have continued 
strong in 1999, thanks again to the Internet and lower prices. World­
wide shipments in the second quarter rose more than 25 percent over 
those in the prior year. Auditors may need to be aware of significant 
quarterly swings or increasing sales with flat revenue when looking at 
financial ratios from one year to the next, as is often done as part of 
performing analytical procedures. See the section titled “Analytical 
Procedures” in this Audit Risk Alert for a further discussion.
The strong competition in the PC market has resulted in decreasing 
prices for PCs. In 1998, over 40 percent of PCs sold at U.S. retail 
stores cost $1,000 or less. However, industry leaders and “sell 
direct” companies tended to benefit from these increasing unit sales, 
despite the drop in prices. The ongoing drop in prices may go 
hand in hand with a recent trend to sell directly to the consumer 
via the Internet. At least one entity is selling via the Internet at 
wholesale prices, hoping that revenues from advertising on its 
Web site, fees for service contracts and leases, and a small han­
dling charge for each order will make it profitable.
However, surveys indicate that many customers do not feel com­
fortable putting credit card information online. This may indi­
cate an opportunity for CPAs to provide a needed service to their 
high-technology clients by offering WebTrustSM services. W hen 
providing WebTrust services, the CPA places the WebTrust Seal di­
rectly on the retailer's Web site after it has been shown to be in 
compliance with the CPA WebTrust Principles and Criteria. O n­
line customers can click on the Seal and gain access to the CPA- 
issued report about the site. For more information about WebTrust, 
see the AICPA’s Assurance Services Alert CPA WebTrustSM— 1999 
(Product No. 022232kk).
An added benefit of being a company that sells directly to the con­
sumer may be a greater ability to determine the estimated number of
Computers and Peripherals
8
returns. In the usual distribution of PCs, some manufacturers may 
not know the exact amount of stock still in the distribution channel 
(with distributors and resellers). They must estimate the amount of 
returns and price-protection claims that will result when distributors 
and resellers are unable to sell the merchandise. This is often difficult 
to determine because it is hard to know the level of customer de­
mand. By selling to end users, the manufacturer knows how many 
units have not yet been sold. Lack of knowledge of the number of 
units in the distribution channel may call into question whether the 
amount of returns can be reliably estimated. The ability to reliably es­
timate returns is a necessary condition for revenue recognition in 
these situations, as provided for in Financial Accounting Standards 
Board (FASB) Statement of Financial Accounting Standards No. 48, 
Revenue Recognition When the Right of Return Exists.
The number of returns is often one of the significant estimates made 
by management. Auditing estimates such as this can present chal­
lenges to the auditor. A further discussion of this issue is included in 
the section titled “Auditing Estimates” in this Audit Risk Alert.
Decreasing prices are also putting pressure on parts makers, such 
as manufacturers of disk drives, because PC makers are demand­
ing lower prices. In this type of environment, the ability of some 
entities to continue as a going concern may be called into question. 
Accordingly, auditors should be aware of their responsibilities pur­
suant to Statement on Auditing Standards (SAS) No. 59, The Au­
ditor's Consideration o f an Entity's Ability to Continue as a Going 
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341). 
SAS No. 59 provides guidance to auditors in conducting an audit 
of financial statements in accordance with generally accepted au­
diting standards (GAAS) for evaluating whether there is substan­
tial doubt about a client’s ability to continue as a going concern 
for a reasonable period of time not to exceed one year from the 
date of the financial statements being audited.
In addition to PCs, the market for computers also includes such 
products as servers (the computers that businesses use to link 
their networks of computers) and mainframes (the computers 
that perform significant business functions, such as processing for
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electronic commerce). Although prices have declined, revenues have 
been increasing in these segments due to high demand.
Some analysts think that demand will slow near year end and in the 
beginning of 2000. Many businesses have made significant invest­
ments to resolve their year 2000 problem (in many cases, by pur­
chasing new year-2000 ready computers) and are now devoting their 
efforts to ensure that all the systems and equipment will work prop­
erly. As a result, there may be a slowdown in demand. One analysis is 
that the year 2000 (with slow sales at the beginning of the year and 
stronger sales at the end of the year) will be the reverse of 1999 (with 
stronger sales at the beginning of the year to address year 2000 con­
cerns), making year-to-year comparisons more difficult. Again, this is 
the type of industry information auditors may need to consider 
when performing analytical procedures. See a further discussion in 
the section titled “Analytical Procedures” in this Audit Risk Alert.
One recent event, the earthquake in Taiwan, has raised concerns 
for PC makers because Taiwan is a major manufacturing center 
for PC components. Certain entities may be heavily dependent 
on factories in Taiwan, or even on one supplier in that area, with 
a concentration of risk in this geographical area. As a result, they 
may be required to disclose this concentration, pursuant to State­
ment of Position (SOP) 94-6, Disclosure o f Certain Significant Risks 
and Uncertainties. For a further discussion, see the section titled 
“Risks and Uncertainties” in this Audit Risk Alert.
Semiconductors
The semiconductor industry has been recovering from its decline in 
1998, when it was dealing with problems of excess plant capacity 
and falling prices. One industry association forecasts growth at 12 
percent for 1999 and 15 percent for 2000. As a result, the industry 
is seeing increasing lead times and backlogs. However, this growth 
trend is not the case for all types of chips. One area of concern con­
tinues to be dynamic random access memory chips (DRAMs), 
where prices continue to be volatile due to supply issues.
One shift in the industry is that the driving force behind the de­
mand for chips is moving from PCs to communications products,
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including telecommunications, data networking, consumer elec­
tronics, and Internet access appliances. The shifting needs of prod­
uct manufacturers and end users highlight the potential for rapid 
inventory obsolescence. New types of chips are continuously devel­
oped and older ones quickly become obsolete. Product life cycles 
continue to decrease and communications protocols constantly 
change. An example of these changes is the industry-wide switch 
from aluminum interconnecting lines to copper, due to copper’s 
better conductivity. As a result, auditors may need to consider an 
increased level of risk associated with inventory valuations. For a 
further discussion, see the section titled “Inventory Valuation” in 
this Audit Risk Alert.
Electronic Products and Components
Many people think primarily about computers when using the term 
high technology. However, many types of electronics products and 
electrical components that use sophisticated and cutting-edge tech­
nology are considered to be part of the high-technology market. 
Electrical components include electron tubes, printed circuit boards, 
electronic capacitors, electronic resistors, transformers, and other 
such items, which are used in many industries, including computers, 
telecommunications, medical equipment, and consumer products.
This industry segment is having a better year than it did in 1998, 
as demand is increasing and excess inventory in the distribution 
channels has decreased. Additionally, there continues to be an in­
creasing level of electronic components in consumer and indus­
trial products.
The constantly changing uses of electronic components also re­
sults in risks for electronics manufacturers, as product demand 
can change rapidly. Products become obsolete more quickly as 
new products take hold. As in other areas of the high-technology 
industry, significant expenditures are needed for research and de­
velopment to be ready for the next product wave.
Here again, auditors may need to consider an increased level of risk 
associated with inventory valuations. For a further discussion, see 
the section titled “Inventory Valuation” in this Audit Risk Alert.
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The computer software and services segment of the high-technology 
industry has a number of positive factors on its side for 1999.
• Businesses need to develop a presence on the World Wide 
Web. Since this is a new area for many businesses, they 
often look for consultants and software to help them get 
the job done.
• A continuing wave of business mergers is resulting in the 
need to address computer incompatibilities.
• A growing number of companies need help with software 
to handle critical tasks, such as production scheduling, and 
to facilitate the flow of data.
• Businesses have more complex systems and fewer qualified 
information technology personnel, resulting in more out­
sourcing of computer operations.
• Businesses need to complete any year 2000 remediation 
projects. In many cases, it may be more cost-effective to 
replace systems and applications than to try to make the 
current system year 2000 ready. Many businesses also need 
to hire consultants to provide assistance in this area. How­
ever, there is some concern that businesses will freeze their 
systems near year end to ensure that no changes are made 
to a year-2000-ready operation, and that this freeze will 
affect demand for software and services.
As purchasers o f computer software and services address rapid 
changes in technology and need more computer support to func­
tion efficiently in a more computer-oriented environment, the 
transactions entered into by computer software and services com­
panies can also become more complex. For example, an arrange­
ment to deliver software or a software system may require 
significant production, modification, or customization of software, 
or the software arrangement may consist of multiple elements, such 
as additional software products, upgrades, and postcontract cus­
tomer support. Issues such as these can make the accounting for 
software revenue more complex also. A further discussion of some
Computer Software and Services
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of these revenue recognition issues is included in the section titled 
“Revenue Recognition” in this Audit Risk Alert.
Also, many companies are choosing to focus on their main opera­
tions and are outsourcing specific functions, such as payroll pro­
cessing or the entire data processing operations, to software service 
providers. Auditors of such software service providers, as well as the 
auditors of the service providers’ clients, should be familiar with the 
requirements of SAS No. 70, Reports on the Processing o f Transac­
tions by Service Organizations (AICPA, Professional Standards, vol. 1, 
sec. 324). SAS No. 70 provides guidance on the factors an inde­
pendent auditor should consider when auditing the financial 
statements of an entity that uses a service organization to process 
certain transactions. SAS No. 70 also provides guidance for inde­
pendent auditors who issue reports on the processing of transac­
tions by a service organization for use by other auditors.1
Finally, regarding year 2000 projects, see the section titled “The Year 
2000 Issue” in this Audit Risk Alert; it discusses various aspects of 
this problem, including the increased risk of litigation.
Internet Services
As PC prices continue to drop, thus stimulating increases in unit 
sales, the number of people who can access the Internet continues 
to rise. Many Internet companies are doubling or tripling their 
revenues, but some are still not profitable. The market can be par­
ticularly difficult for small companies without name recognition. 
Although barriers to entry may be low for some types of Internet 
companies, developing customer relationships can be difficult. As 
a result, Internet startups are spending a lot of money on adver­
tising, including hundreds of millions of dollars on radio advertis­
ing. Auditors may wish to refer to the guidance found in SOP 93-7, 
Reporting on Advertising Costs, when evaluating whether manage­
ment has properly accounted for such expenditures. 1
1. As this Alert went to press, the Auditing Standards Board was considering an Interpre­
tation o f  SAS No. 70, Reports on the Processing o f Transactions by Service O rganizations 
(AICPA, Professional Standards, vol. 1, AU sec. 324). See the discussion in the section 
titled “Other Matters” in this Audit Risk Alert.
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Also, as a result of the increase in start-up enterprises involved in 
the Internet industry, it is more likely that the auditor may need 
to assess management’s consideration and application of relevant 
standards, such as the guidance set forth in FASB Statement No. 7, 
Accounting and Reporting by Development Stage Enterprises, and 
AICPA SOP 98-5, Reporting on the Costs o f Start-Up Activities.
Auditors of Internet companies also need a sound understanding 
of the various types of revenue transactions that such entities enter 
into. The entity may receive revenues from advertisements on its 
Web site or portal (an entry point from which Internet users can 
access Web sites, search engines, and other information), a percent­
age of sales made through its site, user fees, and so forth. As a result, 
auditors may be faced with complex issues regarding revenue 
recognition, including multi-element transactions and nonmone­
tary exchanges. A further discussion of some of these issues can be 
found in the section titled “Revenue Recognition” in this Audit 
Risk Alert. In addition, a number of accounting issues relating to 
Internet businesses have been identified by the SEC. We have in­
cluded, for informational purposes only, a copy of a recent corre­
spondence sent by the SEC to the FASB’s Emerging Issues Task 
Force (EITF) detailing their view of issues that warrant consider­
ation by the EITF. See appendix B for further information.
Auditors may also wish to focus on the classification o f items 
within the income statement in that they may be more significant 
to an Internet company in the current market environment. Given 
their general lack of profitability, some Internet companies are 
more likely to be evaluated based on the “top line” rather than the 
“bottom line.” Thus, there may be greater pressure on manage­
ment to make classification decisions that increase revenue, even if 
they do not affect net income.
In addition, it should be noted that many of the transactions that 
Internet companies enter into are similar in substance to transac­
tions entered into by non-Internet companies. In such circum­
stances, auditors should ensure that these transactions are recorded 
by management using the same principles that would be used for 
the similar, non-Internet transactions.
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Help Desk—At the time this Alert went to press, the EITF had 
plans to discuss the following issues of relevance to Internet 
companies: EITF Issue No. 99-17, Accounting for Advertising 
Barter Transactions between Internet Companies, and EITF Issue 
No. 99-19, Gross versus Net Revenue Recognition by Internet 
Companies. See the FASB Web site at http://www.fasb.org for 
further information.
Telecommunications
Entities in the telecommunications business face continuing chal­
lenges, particularly with respect to the services they offer. More 
companies offer packages of services that include such items as 
local, long-distance, and international voice service; cable access; 
Internet and data services; wireless services; and interactive video. 
As a result, there continues to be significant merger activity as 
companies try to acquire the infrastructure they need to provide a 
wide array of services. Auditors should be aware of the risks that 
could arise in these circumstances. For example, an entity may ex­
pand into a line of business that its management is not equipped 
to handle. Internal controls could be taxed as the entity strives to 
offer new services. In addition, a new line of business may require 
the auditor to develop new or revised audit procedures. For exam­
ple, analytical procedures designed and used before the business 
combination may, without appropriate modification, be ineffective 
in achieving the desired audit objectives subsequent to the business 
combination. See the Audit Risk Alert High- Technology Industry 
Developments— 1998/1999 for a more comprehensive discussion of 
some of the auditing and accounting issues that may arise out of 
business combinations.
One area of significant growth is wireless communications, where 
prices are falling rapidly and the number of users is increasing. 
Over the last decade, the number of wireless users in the United 
States has increased from 1.6 million to 66.5 million, and some 
analysts predict that price declines will average 20 percent annu­
ally. Phone companies are also facing price cuts in wired long-dis­
tance markets, as long-distance service is increasingly becoming a 
commodity. Carriers are finding that customers want them to offer
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both wired and wireless service and to have national coverage at a 
competitive price.
Cable
Previously considered a medium for television service, cable is be­
coming a broader industry. Some cable companies are attempting 
to offer interactive video, local and long-distance phone services, 
high-speed data connections, and Internet-access services. These 
types of changes in the services being offered can present a chal­
lenge to the auditor attempting to perform analytical procedures 
based on prior-year or industry data. For further information, see 
the section titled “Analytical Procedures” in this Audit Risk Alert.
Finally, auditors should be alert to the risks that may be associ­
ated with the issuance of equity securities by high-technology 
entities in all industry segments. This may be a significant issue 
for a num ber of reasons. First, many high-technology entities 
generally tend to use stock for compensation arrangements and ac­
quisitions more than entities in other industries. Second, their 
stocks are more likely to have large fluctuations in value, sometimes 
over a relatively brief period of time. Third, in recent years high- 
technology entities have made up the majority of companies going 
public. In addition to these situations, high-technology entities 
frequently issue various kinds of equity securities to business part­
ners, suppliers, and customers. These securities may have terms 
that make valuation more complex than it might be otherwise. 
These circumstances raise a number of accounting and auditing 
concerns that must be carefully evaluated.
Executive Summary— Industry and Economic Developments
• The high-technology industry continues to have a significant impact 
on the U.S. economy, as shown by the addition of Microsoft and 
Intel to the DJIA.
• Rising unit sales of PCs accompanied by flat revenues, pricing pres­
sures on disk manufacturers, and delays in receiving components 
due to overseas events highlight the need for auditors to understand 
industry conditions to perform analytical procedures properly.
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• As selling computers directly to customers over the Internet becomes 
more popular, auditors can be affected in various ways—from hav­
ing better information with which to audit management's estimates 
of computer returns to finding opportunities to provide additional 
client services, such as WebTrust.
• Many businesses plan to delay any significant changes to their com­
puter systems until after year end, to avoid complications to their 
year 2000 remediation efforts. This may affect sales of computer 
products and services in late 1999 and early 2000.
• Rapid changes in technology continue to be a significant factor affect­
ing inventory valuations, a continuing area of concern for auditors 
of high-technology entities.
• Internet companies and those that provide computer software and 
services are two examples of entities that enter into complex contrac­
tual agreements that can pose challenging revenue recognition issues 
for auditors.
• Cable companies seem to be providing more services that can be 
considered high-technology and may be subject to many of the same 
risks as those segments traditionally considered to be in the high- 
technology industry.
Legislative and Regulatory Developments
Federal Communications Commission Issues
What significant recent events have occurred involving the 
high-technology industry segments regulated by the Federal 
Communications Commission?
The Telecommunications Act of 1996 (the Act) was passed with 
the intention o f deregulating and fostering competition in the 
telecommunications market. It provides that long-distance and 
local phone companies can enter each other’s markets. The local 
exchange carriers (LECs), primarily the regional Bell operating 
companies (RBOCs), cannot offer long-distance services to local 
customers until they first open up their own markets to allow for 
local competition. Some RBOCs are attempting to win federal 
approval to provide long-distance services to local customers. 
However, none has yet been successful in convincing the Federal
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Communications Commission (FCC) that it has opened up its 
markets to competition.
The Act has not produced the type of deregulation expected by 
many. However, it has produced a significant amount of litigation, 
the results of which continue to change the landscape for entities in 
this business. Some of these issues have been litigated to the 
Supreme Court, as was the question of the authority of the FCC to 
set rules for local competition. A Supreme Court ruling in Febru­
ary 1999 addressed this issue and is expected to help clarify the reg­
ulatory structure.
The FCC regulates aspects of many industries, including cable, 
satellite, wireless, telecommunications common carriers, and 
broadcasting. As the industry changes and technology advances, 
the regulations will also change. These changes may have signifi­
cant effects on high-technology clients. They may be allowed to 
compete in new areas; previously unregulated services may be regu­
lated; competition may increase significantly as markets are opened 
up; or competition may even decrease, if an allowed merger results 
in control by one or a few entities of a segment of the market. Au­
ditors need to monitor developments and their effects on clients.
Year 2000 Liability Legislation
What action has Congress taken this year to address liability concerns 
resulting from the Year 2000 Issue?
In July 1999, a law (the Y2K Act) was enacted that will limit abu­
sive lawsuits against U.S. businesses and industry resulting from 
the year 2000 problem. The law is effective for actions brought 
after January 1, 1999. Some of the provisions that may apply to a 
particular circumstance under the law are the following:
• Owners of affected computers need to give notice before suing.
• Companies have ninety days to fix a year 2000 problem be­
fore a plaintiff can sue.
• Limitations are placed on lawyers’ fees and punitive damages.
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• Joint and several liability are eliminated, unless the defendant 
had specific intent to injure the plaintiff or knowingly com­
mitted fraud.
Help Desk—You can search for more information on the Y2K 
Act on the Internet Web site, http://thomas.loc.gov.
Audit Issues and Developments
Analytical Procedures
Why are analytical procedures significant in a high-technology 
environment, and what practical guidance has the AICPA issued 
recently to assist auditors in using analytical procedures?
Analytical procedures are required in the planning and overall re­
view stages of the audit according to SAS No. 56, Analytical Pro­
cedures (AICPA, Professional Standards, vol. 1, AU sec. 329). In 
addition, in some cases, analytical procedures can be more effec­
tive or efficient than tests of details for achieving particular sub­
stantive testing objectives.
The use of analytical procedures may require additional skill and 
insight when auditing a high-technology entity. Expected ratios 
may not be easily determined because of rapid changes in product 
line, customer base, regulatory conditions, competitive position­
ing, and many other factors. Auditors should be aware of the need 
to have these procedures performed by staff with the sufficient in­
dustry expertise to properly evaluate the results, particularly when 
analytical procedures are being performed in lieu o f other sub­
stantive auditing procedures.
In perform ing analytical procedures, the auditor compares 
recorded amounts, or ratios developed from recorded amounts, 
with expected results developed by the auditor from such sources 
as the following:
• Prior-period financial information
• Budgets or forecasts
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• Relationships among elements o f financial information in 
the same period
• Relationships among financial and nonfinancial data
• Industry data compiled by services (for example, Dun &  
Bradstreet, Robert Morris Associates, Standard &  Poor’s)
The purpose o f applying analytical procedures in planning the 
audit is to assist in determining the nature, timing, and extent of 
auditing procedures that will be used to obtain evidential matter 
for specific account balances or classes of transactions. To accom­
plish this, the analytical procedures used in planning the audit 
should focus on (1) enhancing the auditors understanding of the 
client's business and the transactions and events that have occurred 
since the last audit date and (2) identifying areas that may represent 
specific risks relevant to the audit.
As mentioned above, analytical procedures can also be used to 
achieve particular substantive testing objectives. The auditors re­
liance on substantive tests to achieve an audit objective related to a 
particular financial statement assertion may be derived from tests of 
details, from analytical procedures, or from a combination of both. 
The decision about which procedure or procedures to use to achieve 
a particular audit objective is based on the auditor's judgment on the 
expected effectiveness and efficiency of the available procedures.
The objective of analytical procedures used in the overall review 
stage of the audit is to assist the auditor in assessing the conclu­
sions reached and in the evaluation of the overall financial state­
ment presentation. A wide variety o f analytical procedures may 
be useful for this purpose. The overall review would generally in­
clude reading the financial statements and notes and considering 
(1) the adequacy of evidence gathered in response to unusual or 
unexpected balances identified in planning the audit or in the 
course of the audit and (2) unusual or unexpected balances or re­
lationships that were not previously identified. Results of an over­
all review may indicate that additional evidence may be needed.
Industry statistics that may be helpful in performing analytical pro­
cedures are available from various services, such as Robert Morris
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Associates, Standard &  Poor’s, and Dun &  Bradstreet. Additionally, 
appendix A, “The Internet—An Auditor’s Research Tool,” at the 
end of this Audit Risk Alert, contains the names of several indus­
try associations that may be helpful in obtaining such statistics.
Help Desk—The AICPA has recently published an Auditing 
Practice Release titled Analytical Procedures (Product No. 
021069kk), which is designed to help practitioners use analyt­
ical procedures effectively. It includes a description of how an­
alytical procedures are used in audit engagements, relevant 
questions and answers, and case studies, including one using 
regression analysis.
Auditing Estimates
How does the use of estimates in the high-technology industry 
affect auditors?
In a rapidly changing industry such as high-technology, it may be 
difficult to estimate the accounting effects of future events accu­
rately. One area of concern for many high-technology companies 
is that it may be difficult to estimate the amount of returns to ex­
pect from the sales through the distribution channel. Given the 
frequent introduction of new products, there may be little history 
to use for each product, and there is the potential for newer tech­
nologies to decrease consumer demand for current products. As 
new products enter the market, current inventory may become ob­
solete at a level not reflected in recorded estimates of unsaleable or 
obsolete inventory. There are many other areas where estimates are 
used, such as the useful lives of manufacturing equipment, and 
warranty expenses.
Accordingly, when auditing accounting estimates,2 auditors should 
give close attention to the underlying assumptions used by man­
agement. Management is responsible for making estimates included
2. Precisely defined, accounting estimates are approximations o f financial statement ele­
ments, items, or accounts that are used in historical financial statements to measure the 
effects o f past business transactions or events, or the present status o f an asset or liability. 
Examples include uncollectible receivables, subscription income, valuation o f securities, 
initial direct costs o f leases, residual value, and useful lives o f depreciable assets.
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in the financial statements, and those estimates may be based in 
whole, or in part, on such subjective factors as judgment based on ex­
perience about past as well as current events and assumptions about 
conditions it expects to exist. Auditors should be alert to the possibil­
ity of management’s overreliance on economic information based 
on current favorable conditions to predict future outcomes, be­
cause that may result in materially misstated estimates.
W hen auditing estimates, auditors should be familiar with SAS 
No. 57, Auditing Accounting Estimates (AICPA, Professional Stan­
dards, vol. 1, AU sec. 342), which provides guidance on obtaining 
and evaluating sufficient competent evidential matter to support 
significant accounting estimates used in a client’s financial state­
ments. The guidelines set by SAS No. 57 include—
• Identifying the circumstances that require accounting esti­
mates.
• Considering internal control related to developing account­
ing estimates.
• Evaluating the reasonableness of management’s estimate 
by reviewing and testing the process used and the assump­
tions made.
• Developing an independent expectation about the estimate.3
The technical complexities and subjectivity o f estimates relating 
to future events or the unique nature o f the high-technology 
client’s business may necessitate consideration of using the work of 
specialists, as discussed in SAS No. 73, Using the Work o f a Specialist 
(AICPA, Professional Standards, vol. 1, AU sec. 336). Expert opin­
ions and analyses from engineers, appraisers of high-technology 
products, or attorneys may constitute competent evidential matter 
that may be used to evaluate material estimates. For example, a spe-
3. Analytical procedures, which consist o f  evaluations o f financial information made by a 
study o f  plausible relationships among both financial and nonfinancial data, provide 
useful tools for this purpose. The application o f such procedures can assist the auditor 
in developing independent expectations about the estimates used by management. For 
example, auditors may wish to compare client-generated information with industry 
statistics to assess the reasonableness o f financial statement assertions.
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cialist may be engaged by management or the auditor to interpret 
complex contractual arrangements or to assist in the valuation of 
specialized inventory.
As discussed in SAS No. 57, auditors should carefully consider the 
effects of post-balance-sheet events on the estimation process. Au­
ditors should refer to SAS No. 1, Codification o f Auditing Standards 
and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 560), 
which provides guidance on events or transactions that have a ma­
terial effect on financial statements and that occur subsequent to 
the balance-sheet date but before the issuance of the financial state­
ments and the auditor's report. Such events or transactions may re­
quire adjustment or disclosure in the financial statements.
In addition, auditors should note that some computerized sys­
tems produce data that is used in generating estimates. If that in­
formation, or the estimates themselves, is affected by the year 
2000 problem, those estimates may be erroneous. Auditors 
should be alert to the impact of the year 2000 problem on esti­
mates, as well as on other issues. This matter is addressed in the 
section titled “The Year 2000 Issue” in this Audit Risk Alert.
Help Desk—Practical guidance on auditing estimates is available 
in the AICPA nonauthoritative Practice Aid, Auditing Estimates 
and Other Soft Accounting Information (Product No. 010010kk).
This publication includes information on how to plan effectively 
for the audit of soft accounting information, gather and assess rel­
evant audit evidence, and present and disclose proper financial 
statements. Case examples and information sources necessary to 
conduct general business and industry research are also included.
Executive Summary— Auditing Estimates
• Auditors should be alert to accounting estimates that may be materi­
ally misstated if the underlying assumptions used rely too heavily on 
current economic conditions to forecast future events.
• Auditors should be familiar with the guidance set forth in SAS Nos. 56, 
57, and 73 when auditing accounting estimates.
• Additional assistance in this area can be found in the AICPA publica­
tion Auditing Estimates and Other Soft Accounting Information.
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Inventory Valuation
How does the issue of inventory valuation affect auditors of high- 
technology audit clients?
The primary literature on inventory accounting is Accounting Re­
search Bulletin (ARB) No. 43, Restatement and Revision o f Ac­
counting Research Bulletins, chapters 3A and 4, which provide the 
following summary:
Inventory shall be stated at the lower of cost or market except 
in certain exceptional cases when it may be stated above cost.
Cost is defined as the sum of the applicable expenditures and 
charges directly or indirectly incurred in bringing inventories 
to their existing condition and location. Cost for inventory 
purposes may be determined under any one of several assump­
tions as to the flow of cost factors (such as first-in, first-out; aver­
age; and last-in, first-out).
W hether inventory is properly stated at lower of cost or mar­
ket can be a very significant issue for high-technology audit 
clients because o f rapid changes that can occur in many areas, 
and the need for entities to keep up with the newest technol­
ogy. Examples of factors that may affect inventory pricing in­
clude the following:
• Changes in a products’ design may have an adverse impact 
on the entity’s older products, with older products not as 
salable as the newer versions.
• A competitor’s introduction of a technologically advanced 
version of the product may decrease salability of a client’s 
products.
• Changes in the products promoted by the industry as a 
whole, such as a shift from analog to digital technology, may 
affect salability.
• Changes in foreign economies may result in such situations 
as slowdown of sales to that region or lower-priced imports 
from that region.
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• Changes in the technology to produce high-technology 
products can give competitors a selling-price advantage.
• Changes in regulations, such as the Telecommunications 
Act of 1996, could affect the competitive environment.
• The entity’s own product changes may not be well researched 
due to the pressure to introduce new products quickly, result­
ing in poor sales or high returns.
The highly competitive environment and the rapid advancement of 
technological factors contribute to the common problem of rapid 
inventory obsolescence in the high-technology industry. As such, 
auditors should consider whether the value at which inventories are 
carried is appropriate.
The auditor may look at many factors in determining the proper 
valuation of inventories. A few examples of those factors that may 
be useful include the following:
• Product sales trends and expected future demand
• Sales forecasts prepared by management as compared with 
industry statistics
• Anticipated technological advancements that could render ex­
isting inventories obsolete or significantly reduce their value
• Inventory valuation ratios, such as gross profit ratios, inven­
tory turnover, obsolescence reserves as a percentage of inven­
tory, and days’ sales in inventory
• New product lines planned by management and their effects 
on current inventory
• New product announcements by competitors
• Economic conditions in markets where the product is sold
• Economic conditions in areas where competitive products 
are produced
• Changes in the regulatory environment
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• Unusual or unexpected movements, or lack thereof, of certain 
raw materials for use in work-in-process inventory
• Levels of product returns
• Pricing trends for the type of products sold by the client
• Changes in standards used by the industry
Also, the auditor may need to address many other issues, including 
the taking of physical inventories in high-technology entities. The 
auditor should consider the guidance set forth in SAS No. 1 (AICPA, 
Professional Standards, vol. 1, AU sec. 331). Among the issues for 
the auditor's consideration are the following:
• When dealing with some difficult types of inventory, such as 
chemicals used in processing, the auditor may need to use 
samples for outside analysis. The work of a specialist may 
also be needed, and the auditor should follow the guidance 
set forth in SAS No. 73.
• The extent to which raw materials have been converted to 
work-in-process will need to be determined to assess the 
value of the work-in-process.
• Indications of old or neglected materials or finished goods 
need to be considered in the valuation of the inventory.
• The client's inventory held by others will need to be consid­
ered, as well as field service inventories for use in servicing 
the client’s products.
Executive Summary— Inventory Valuation
• Inventory valuation may be a significant issue for auditors of high- 
technology entities, primarily due to the rapid rate of inventory obso­
lescence in this industry.
• Auditors need to be alert to potential threats to the salability of in­
ventory, such as changes in technology or new competitors in the 
field with more advanced products.
• Observing the physical inventory process may require use of specialists.
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Improper Revenue Recognition
What factors might indicate a misstatement of revenues and why are 
these issues of particular concern to auditors of high-technology entities?
Business practices in the high-technology industry continue to 
evolve. Many transactions are customized based on specific cus­
tomer needs, and contracts may contain unusual or complex terms 
(for example, multi-element transactions and nonmonetary ex­
changes). Because a type of technology can often be used in many 
ways in different types of products without incurring significant ad­
ditional costs, a vendor may fashion individual products and ser­
vices for different clients. They can provide for extended payment 
terms, the right to receive future products or services, cancellation 
options, rights of returns, rights of exchange, acceptance clauses, 
free services, price protection, and so forth. In addition, even the 
standard sales contract may have features that make revenue recog­
nition less than straightforward, such as requiring substantial con­
tinuing vendor involvement after delivery of merchandise (for 
example, software or hardware sales requiring installation, debug­
ging, extensive modifications, or other significant support commit­
ments). These types of issues make the determination of proper 
revenue recognition more difficult in the high-technology industry 
than in many other industries.
Additionally, technology is a high-profile industry, and a significant 
am ount of business news coverage is devoted to this industry. 
Changes in the share prices of the technology group of stocks are 
often a matter of general business interest. The continual scrutiny 
and the pressure to meet market expectations is one factor that may 
lead to additional concerns on the part of the auditor that there has 
been no material misstatement of earnings. Also, failing to meet 
market expectations can have a significant effect on the value of the 
company’s stock and the value of employee stock options, which 
are often a significant portion of total management compensation 
in high-technology entities.
Another matter of interest is the recently issued fraud report of the 
Committee of Sponsoring Organizations of the Treadway Com­
27
mission (COSO), Fraudulent Financial Reporting: 1987-1997: An 
Analysis o f US. Public Companies (COSO Report). This report ex­
amines financial reporting fraud cases the Securities and Exchange 
Commission (SEC) brought against U.S. public companies.4 Find­
ings that may be of particular interest to auditors of high-technol­
ogy entities include the following.
• W hen broken down by industry, computer hardware and 
software companies represented 15 percent o f the fraud 
companies in the sample for which industry information 
was available. The only other industry with a percentage as 
high was “other manufacturing.”
• Half of the companies used improper revenue recognition to 
commit fraud, including sham sales, recognizing revenue be­
fore all the terms of the sale were complete, conditional sales, 
improper sales cutoff, and other methods.
• Most of the companies found to be committing fraud were 
relatively small public companies, as are many start-up tech­
nology entities.
In addition to the issues already mentioned, some of the high-pro­
file incidents of improper revenue recognition reported recently 
can also serve to remind auditors of the significant risks that may 
be associated with this area. Auditors should consider whether 
what appear to be routine revenue transactions have been properly 
accounted for. However, greater levels of audit risk may more likely 
be associated with unusual or complex revenue transactions, espe­
cially those that occur at or near the end of a reporting period. 
Therefore, auditors should have a sufficient understanding of the 
nature of the entity’s business to be able to distinguish routine 
transactions from those that are unusual or complex.
Also suspect are high volumes of revenues recognized in the last 
few weeks— or days— of a reporting period. The following are ex­
amples of additional circumstances of concern to auditors regard­
ing the issue of recognition of revenue:
4. Additional information on this CO SO  report can be found in the AICPA publication 
A u d it R isk A lert— 1999/2000  (Product N o. 022250kk).
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• Sales for which the customer has a right to return the goods
• Partial shipments if the portion not shipped is a critical com­
ponent of the product
• Revenue transactions with related parties
• Lack of involvement by the accounting or finance depart­
ment in unusual or complex sales transactions
• Sales in which evidence indicates the customer’s obligation 
to pay for the merchandise depends on the following:
-  Receipt of financing from another party
-  Resale to another party (meaning a sale to distributor or a 
consignment sale)
-  Fulfillment by the seller of material unsatisfied conditions
-  Final acceptance by the customer following an evaluation 
period
• Existence of longer than-usual payment terms or install­
ment receivables
• Sales terms that do not comply with the company’s normal 
policies
• Sales that require substantial continuing vendor involvement 
after delivery of merchandise (for example, software sales 
requiring installation, debugging, extensive modifications, or 
other significant support commitments)
• Shipments of merchandise to customers w ithout proper 
authorization from the customer
• Shipments of merchandise to company-owned warehouses
• Pre-invoicing of goods in process or being assembled or in­
voicing before or in the absence of actual shipment
Not all instances of improper revenue recognition involve the in­
tentional misstatement of the financial statements. Management’s 
use o f aggressive accounting policies may reflect their under­
standing of the substance of the transactions and the consistency 
with which their policies reflect industry practices. Others with
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an independent perspective (such as auditors or regulators) may 
determine that such accounting policies are inappropriate. Thus, 
auditors should be aware of the possibility that revenues are mis­
stated even if there is no indication that management might in­
tend to deceive. However, auditors also should consider whether 
there is a risk that the entity has intentionally misstated the finan­
cial statements.
W hat factors might indicate an intentional misstatement of rev­
enues? SAS No. 82, Consideration o f Fraud in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), requires 
auditors to assess the risk of material misstatement of the financial 
statements due to fraud. As a part o f that assessment, the auditor is 
required to consider whether fraud risk factors are present. The fol­
lowing are examples of fraud risk factors included in SAS No. 82 
that are relevant to the audit of revenues.
• There is a motivation for management to engage in fraudu­
lent financial reporting. Specific indicators might include the 
following:
-  A significant portion of management’s compensation is 
represented by bonuses, stock options, or other incentives, 
the value of which is contingent upon the entity achieving 
unduly aggressive targets for operating results, financial 
position, or cash flow.
-  Management is excessively interested in maintaining or in­
creasing the entity’s stock price or earnings trend through 
the use of unusually aggressive accounting practices.
-  Management makes a practice of committing to analysts, 
creditors, and other third parties to achieve what appear 
to be unduly aggressive or clearly unrealistic forecasts.
• Management fails to display and communicate an appro­
priate attitude regarding internal control and the financial 
reporting process. Specific indicators might include the 
following:
-  An ineffective means of communicating and supporting 
the entity’s values or ethics, or communication of inappro­
priate values or ethics
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— Unduly aggressive financial targets and expectations set by 
management for operating personnel
-  A significant disregard by management for regulatory 
authorities
• Rapid changes occur in the industry, such as high vulnera­
bility to rapidly changing technology or rapid product 
obsolescence.
• There is an inability to generate cash flows from operations 
while reporting earnings and earnings growth.
• Assets, liabilities, revenues, or expenses are based on signifi­
cant estimates that involve unusually subjective judgments or 
uncertainties, or are subject to potential significant change in 
the near term in a manner that may have a financially dis­
ruptive effect on the entity, such as ultimate collectibility of 
receivables, timing of revenue recognition, realizability of fi­
nancial instruments based on the highly subjective valuation 
of collateral or difficult-to-assess repayment sources, or signif­
icant deferral of costs.
• Unusually rapid growth or profitability occurs, especially 
compared with that of other companies in the same industry.
• Unrealistically aggressive sales or profitability incentive pro­
grams exist.
If these or other fraud risk factors are present, the auditor is re­
quired to make certain considerations, as outlined in SAS No. 82. 
Above all, the auditor should maintain an appropriate attitude of 
professional skepticism. Specific responses to these risks might in­
clude the assignment of more senior or experienced personnel to 
plan and perform the auditing procedures related to revenues, in­
creased sensitivity in the selection of the nature and extent of doc­
um entation to be examined, and increased recognition o f the 
need to corroborate management explanations or representations. 
Additional guidance on the response to the presence of fraud risk 
factors is contained in SAS No. 82 and in the AICPA publication 
Considering Fraud in a Financial Statement Audit: Practical Guid­
ance for Applying SAS No. 82 (Product No. 008883kk).
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Side Agreements
One specific example of fraudulent financial reporting involves the 
use of side agreements—agreements hidden from the entity’s board 
of directors and outside auditors. Side agreements are used to alter 
the terms and conditions of recorded sales transactions to entice 
customers to accept delivery of goods and services. They may create 
obligations or contingencies relating to financing arrangements or 
to product installation or customization that may relieve the cus­
tomer of some of the risks and rewards of ownership.
Typically, very few individuals within an entity are aware of the 
use of side agreements. Although side agreements may be difficult 
to discover, auditors should consider their possible existence. SAS 
No. 82 states that “if there is a risk of material misstatement due 
to fraud that may involve or result in improper revenue recogni­
tion, it may be appropriate to confirm with customers certain 
relevant contract terms and the absence o f side agreements—  
inasmuch as the appropriate accounting is often influenced by 
such terms or agreements. For example, acceptance criteria, deliv­
ery and payment terms and the absence of future or continuing 
vendor obligations, the right to return the product, guaranteed 
resale amounts, and cancellation or refund provisions often are 
relevant in the circumstances” (AICPA, Professional Standards, 
vol. 1, AU sec. 316.30). Because it is unlikely that alternative pro­
cedures to nonreplies will provide information relevant to the ex­
istence o f side agreements, auditors should make reasonable 
efforts to obtain responses.
Classification of Revenues and Costs
Given the lack of profitability for certain high-technology entities, 
particularly Internet companies, analysts and perspective investors 
may evaluate their performance based on revenues or gross mar­
gins. In fact, for some of these companies, the am ount of the 
operating loss may not be a consideration at all. Accordingly, the 
classification of items within the income statement may take on 
greater significance than might otherwise be the case. In such cir­




W hat kinds of auditing procedures will help uncover the improper 
recognition of revenue? The following are examples of procedures 
auditors can apply to the audit of revenues.
Obtaining an Understanding o f the Business. As mentioned ear­
lier, it is important for the auditor to understand the client's in­
dustry and business. The understanding would include the kinds 
of products and services sold and the client's and industry’s cus­
tomary terms over their sales. The auditor also obtains an under­
standing of the controls surrounding the shipment of goods and 
the recognition of revenue.
Assignment o f Personnel. Unusual or complex sales contracts may 
call for consideration by more experienced audit personnel.
Physical Observation. In connection with the observation of inven­
tories at the end of a reporting period, auditors frequently obtain in­
formation pertaining to the final shipments of goods made during 
the period. This information later is compared with the client's sales 
records to determine whether a proper cutoff of sales occurred. Ad­
ditional procedures include inspecting the shipping areas at the ob­
servation site and making inquiries about whether goods in the 
shipping area will be included in inventory. If they are not to be in­
cluded in inventory, the auditor may need to obtain information 
about the nature of the goods and the quantities and make addi­
tional inquiries of management. Auditors also might inspect the site 
to determine if any other inventory has been segregated.
Inquiry o f Relevant Personnel. In many instances, particularly 
those involving unusual or complex transactions, the auditor 
should consider making inquiries of marketing, inventory control 
personnel, and other client personnel familiar with the transactions 
to gain an understanding of the nature of the transactions and any 
special terms that may be associated with them. Inquiries of legal 
staff also may be appropriate. In some circumstances, the auditor 
may wish to obtain written representations from such personnel.
Analytical Procedures. Well-planned and detailed analytical proce­
dures used in planning the audit and as substantive tests can iden­
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tify situations that warrant additional consideration. Examples of 
these procedures include monthly or weekly analyses of sales vol­
ume, comparison of sales volume to prior periods, ratio of sales in 
the last month or week to total sales for the quarter or year, and the 
client's record of making or exceeding budgeted sales amounts.
Confirmations. Standard confirmation requests (confirming only 
the outstanding balance) alone do not always provide sufficient 
evidence that only appropriate revenue transactions have been 
recorded. Auditors should consider the need to confirm significant 
terms of contracts and whether to inquire about the existence of 
oral or written contract modifications (side agreements).
Reading and Understanding the Contracts. In many entities, the 
majority of sales are made pursuant to standard terms and are not 
evidenced by other than the normal purchase orders and shipping 
documentation. In addition to understanding the client’s normal 
terms of sale, the auditor should read and understand contracts 
related to those significant transactions that are unusual or com­
plex. In some entities, the majority of revenues comprise complex 
transactions evidenced by individual contracts. In these circum­
stances, the need for the auditor to read and understand individ­
ual contract terms may be increased.
Executive Summary— Improper Revenue Recognition
• High-profile incidents of improper revenue recognition recently re­
ported should serve to remind auditors of the significant risks that may 
be associated with this area.
• Auditors should be alert for significant unusual or complex transactions, 
especially those that occur at or near the end of a reporting period, along 
with a variety of other circumstances that may raise concerns about 
improper revenue recognition.
• Auditors should be alert to the possible existence of side agreements, 
agreements hidden from the entity’s board of directors and outside 
auditors that may have an impact on revenue recognition.
• Auditors should consider the issue of revenue recognition with regard to 
its impact on engagement planning, assignment of personnel, physical 
observation, inquiry of relevant personnel, analytical procedures, confir­
mations, and reading and understanding contractual arrangements.
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The Year 2000 Issue
What is the Year 2000 Issue and how does it affect high-technology 
audit clients and their auditors?
By now, you are aware of the Year 2000 Issue and its potential to 
adversely affect the operations of entities that rely, directly or indi­
rectly, on information technology. The significance of the Year 2000 
Issue to high-technology clients is multifaceted. Four of the broad 
ramifications are—
1. If the year 2000 problem is not remedied, it may affect the 
integrity of systems and information used by the high-tech­
nology client.
2. If the year 2000 problem is not remedied, it may affect cus­
tomers of the high-technology client who have purchased 
non-year 2000 ready hardware and software products from 
the client.
3. If not remedied, it could affect the ability of the high-tech­
nology company to meet commitments to provide products 
and services, due to such factors as production or shipping 
problems.
4. The year 2000 problem may also provide opportunities for 
high-technology clients to provide solutions to this problem.
However, as auditor, what are your responsibilities for the Year 
2000 Issue?
First, it must be understood that it is the responsibility of an entity’s 
management— not the auditor's— to assess and remediate the ef­
fects of the Year 2000 Issue on the entity’s systems. The Year 2000 
Issue does not create additional responsibilities for the auditor. 
Under GAAS, the auditor has a responsibility to plan and perform 
the audit to obtain reasonable assurance about whether the finan­
cial statements are free of material misstatement, whether caused 
by error or fraud. Thus, the auditor’s responsibility relates to the 
detection of material misstatement o f the financial statements 
being audited, whether caused by the Year 2000 Issue or by some 
other cause.
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Auditors should be aware of the many auditing and accounting is­
sues that arise from the Year 2000 Issue, including audit planning 
and supervision, going-concern issues, and establishing an under­
standing with the client. A more comprehensive discussion of these 
issues, including information on new AICPA pronouncements, is 
included in the AICPA publication Audit Risk Alert— 1999/2000. 
However, some items that may be of particular interest to auditors 
of high-technology entities are highlighted here.
• As we approach the end of 1999, some high-technology en­
tities may intend to modify their normal business practices 
(for example, suspending operations around December 31, 
1999) or financial accounting procedures (for example, 
modifying previous procedures for closing the general ledger 
and preparing quarterly or annual financial statements as of 
December 31, 1999). High-technology entities also may ex­
perience significant changes in historical patterns of sales or 
purchases because o f uncertainties about the year 2000 
readiness among trading partners or from customers. As part 
of the audit planning process, auditors may wish to specifi­
cally inquire about any changes their clients anticipate in 
such items that might have an effect on the audit (for exam­
ple, timing of sales cutoff procedures, timing of inventory 
observations), and consider the possible effect such items 
may have on the nature, timing and extent of planned audit 
procedures (for example, historical analytical relationships 
may be different because o f changes in normal business 
practices). Auditors also should anticipate that changes in 
normal business practices may also represent additional ac­
counting or disclosure issues that may not be identified until 
year end, such as considering whether an unusually high 
level of December 1999 sales will be accompanied by an un­
usually high level o f January returns, and consequently 
whether the reserve for returns is adequate.
• Revenue recognition principles for software transactions are 
set forth in SOP 97-2, Software Revenue Recognition, as 
amended by SOP 98-9, Modification o f SOP 97-2, Software 
Revenue Recognition, With Respect to Certain Transactions.
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This SOP provides guidance on the amount and timing of 
revenue recognition in arrangements that may include the 
presence of specific factors, including uncertainty of customer 
acceptance; customer cancellation privileges; and multiple ele­
ments, including upgrades and enhancements and postcon­
tract customer support. Entities should be aware that the Year 
2000 Issue could affect one or more of these factors and have 
an unexpected effect on future revenue recognition. Note that 
the provisions of SOP 97-2 may apply to entities that do not 
think of themselves as “software companies.” An example 
might be a manufacturer that includes software in its product.
• The Year 2000 Issue may create product warranty and prod­
uct defect liability and product returns issues for software and 
hardware vendors. These vendors should consider FASB 
Statement No. 5, Accounting for Contingencies, paragraphs 24 
to 26, if there are product warranty or product defect liability 
issues, and FASB Statement No. 48 for product return issues.
• Software developers should evaluate arrangements to address 
the Year 2000 Issue performed for other entities for a fee that 
is being accounted for under SOP 81-1, Accounting for Per­
formance o f Construction-Type and Certain Production-Type 
Contracts. For any contract expected to result in a loss, the 
vendor should record a provision for the entire loss in the 
period in which it becomes evident.
• FASB Statement No. 86, Accounting for the Costs o f Com­
puter Software to Be Sold, Leased, or Otherwise Marketed, is 
the authoritative standard on accounting for costs incurred 
to produce or purchase software that is to be sold, leased, or 
otherwise marketed. Only certain costs qualify for capital­
ization under this standard. In accordance with the guid­
ance in the Statement, a write-down or an acceleration of 
amortization may be necessary if estimated future gross 
sales are lower than expected because of the Year 2000 Issue.
• Inventories o f hardware devices that are not year 2000 
ready would be subject to the lower of cost or market test 
described in ARB No. 43, chapter 4, paragraph 8.
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• High-technology entities that have sold hardware or soft­
ware, or provided installation or consulting services, may be 
at risk for legal action from customers that believe the re­
sponsibility for resulting problems lies with the client. The 
auditor should consider this when performing procedures 
pursuant to SAS No. 12, Inquiry of a Client’s Lawyer Concern­
ing Litigation, Claims, and Assessments.
• High-technology clients that are successfully addressing the 
Year 2000 Issue with products and services, such as hard­
ware, software, consulting, and installation, may see revenue 
increases in a manner that will not continue into the future. 
The auditor should be aware that management may be mak­
ing overly optimistic growth projections that could affect 
their decisions, such as financing decisions.
• In addition to the disclosure requirements under the pro­
nouncements previously mentioned, practitioners should be 
aware of the requirements of SOP 94-6. Although the need 
for disclosure by an entity depends on facts and circum­
stances, disclosure may be required in such areas as impair­
ment or amortization of capitalized software costs, inventory 
valuation, long-term contract accounting, or litigation if it is 
reasonably possible that the amounts reported in the finan­
cial statements could change by a material amount within 
one year from the date of the financial statements. Disclo­
sures also may be required of current vulnerability due to 
certain concentrations if, for example, a significant vendor 
has not satisfactorily addressed the Year 2000 Issue.
• Auditors of publicly held companies should consider the 
guidance set forth by the SEC in its Interpretation “State­
m ent of the Commission Regarding Disclosure of Year 
2000 Issues and Consequences by Public Companies, In­
vestment Advisers, Investment Companies, and Municipal 
Securities Issuers” (the SEC Interpretation). The SEC In­
terpretation supersedes the guidance previously set forth in 
the revised Staff Legal Bulletin No. 5. The full text o f the 
SEC Interpretation can be viewed on the SEC Web site at 
http://www.sec.gov/news/home2000.htm.
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Auditors should also be aware of the risk of litigation relating to 
the Year 2000 Issue. Some clients may be uninformed about the 
Year 2000 Issue, and others may underestimate its magnitude. 
Those who mistakenly believe that the Year 2000 Issue should be 
addressed and resolved as part of the audit process may seek legal 
recourse if that outcome is not achieved. Therefore, auditors may 
wish to educate their clients on the Year 2000 Issue and its impli­
cations and incorporate these issues in the engagement letter by 
outlining the responsibilities of both the client and the auditor.
Help Desk—As this publication went to press, the EITF was 
discussing but had not reached a consensus on EITF Issue No. 
99-11, Subsequent Events Caused by Year 2000. The issue is 
when costs or losses associated with year 2000 failures that are 
detected subsequent to the balance sheet date but before the 
issuance of financial statements should be recognized. The Issue 
provides several cases to illustrate how various transactions 
could be affected by year 2000 failures. The types of transac­
tions include warranty, receivables from product sales, loans, 
inventory, capitalized software costs, long-lived assets, con­
tracts to provide services, litigation for lost profit or loss of 
business, insurance policies, and sales with the right of return. 
Auditors may wish to visit the FASB Web site at http://www. 
fasb.org to monitor the status of this guidance.
A more complete discussion of the implications of the Year 2000 
Issue, along with a list of published guidance in this area, can be 
found in the Audit Risk Alert— 1999/2000. Also the AICPA’s Web 
site, http://www.aicpa.org, provides a year 2000 resource page 
with additional information and links with other sites, and the 
AICPA publication The Year 2000 Issue— Current Accounting and 
Auditing Guidance.5
5. T he SEC Interpretation on year 2000  issues (“Statement o f  the Com m ission Re­
garding Disclosure o f  the Year 2000 Issues and Consequences by Public Companies, 
Investment Advisers, Investment Com panies, and M unicipal Securities Issuers”) 
states, “Although the term ‘may’ is used throughout the AICPA’s guidance, perhaps 
suggesting that the guidance is discretionary, we believe that the procedures outlined 
by the AICPA should be considered appropriate practice at this time and we expect 
companies and their auditors to com ply with that guidance. If they do not, they 
should be prepared to justify why the procedures were not followed.”
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Executive Summary— The Year 2000 issue
• Unless corrective actions are taken, the Year 2000 Issue may cause 
accounting and financial information systems to produce inaccurate 
date-related output.
• Among the issues that may be of particular interest for auditors of 
high-technology entities are how the Year 2000 Issue can affect soft­
ware revenue recognition; product warranties and product returns; 
software development arrangements; accounting for costs of soft­
ware that is to be sold, leased, or otherwise marketed; inventory val­
uation; entity growth projection; and potential litigation.
• Auditors should consider client accounting for the Year 2000 Issue 
pursuant to applicable accounting pronouncements. For publicly 
held entities, SEC rules and regulations should be considered.
• Additional information on accounting and auditing pronounce­
ments related to the Year 2000 Issue and how the Year 2000 Issue 
can affect entities and their auditors, can be found in the publication 
Audit Risk Alert— 1999/2000.
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued 
this year?
In this section we present brief summaries of recently issued audit­
ing pronouncements. The summaries are for informational pur­
poses only and should not be relied on as a substitute for a complete 
reading of the applicable standard.
Auditing Standards
At the time this Alert went to press, no new SASs had been issued 
during 1999. For proposed SASs that are in the pipeline, see the “Re­
cent Exposure Drafts” section of the publication Audit Risk Alert— 
1999/2000.6
Reminder— Don’t forget that SAS No. 87, Restricting the Use of an 
Auditors Report (AICPA, Professional Standards, vol. 1, AU sec. 532),
6. T h e  A u d it Risk Alert— 1999/2000  (Product No. 022250kk) provides a general update 
on economic, auditing, and accounting matters.
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became effective for reports issued after December 31, 1998. As de­
tailed in last year's Alert, SAS No. 87 provides guidance to auditors 
in determining whether an engagement requires a restricted-use re­
port and, if so, what elements to include in that report.
New Attestation Standard
Statement on Standards for Attestation Engagements (SSAE) No. 9, 
Amendments to Statement on Standards for Attestation Engage­
ments Nos. 1, 2, and 37—
• Enables a practitioner to directly report on specified subject 
matter, such as an entity’s internal control over financial re­
porting, rather than on management’s assertion about the 
internal control. In either case, the practitioner is required to 
obtain management’s assertion as a condition of engagement 
performance.
• Eliminates, in certain cases, the requirement for a separate 
presentation of management’s assertion if the assertion is 
included in the introductory paragraph of the practitioner’s 
report.
• Revises the reporting guidance on the SSAEs so that SSAE 
reports contain elements that are similar to those included in 
auditor’s reports on historical financial statements, as pre­
scribed in SAS No. 58, Reports on Audited Financial State­
ments (AICPA, Professional Standards, vol. 1, AU sec. 508).
• States that the practitioner ordinarily should express his or 
her conclusion directly on the subject matter, rather than on 
management’s assertion, when conditions exist that result in 
one or more deviations from the criteria used to present the 
subject matter.
• Provides guidance on the relationship between the SSAEs 
and the Statements on Quality Control Standards (SQCSs).
7. SSAE N o. 9, Amendments to Statement on Standards fo r  Attestation Engagements, has 
been integrated within AT sections 100, 400, and 500 o f  the AICPA publication  
Professional Standards, vol. 1.
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Other Matters
AITF Advisory: Reporting the Adoption of SOP 98-2, Accounting 
for Costs o f Activities of N ot-for-Profit Organizations and State 
and Local Governmental Entities That Include Fund Raising8
See the summary of this AICPA Advisory in the publication Audit 
Risk Alert— 1999/2000.
Year 2000 Interpretation on SAS No. 70 Being Considered
The Auditing Standards Board (ASB) is reviewing an Interpreta­
tion of SAS No. 70, which provides guidance on a service auditor's 
reporting responsibility when he or she becomes aware that a ser­
vice organization’s computer programs, which correctly processed 
data during the period covered by the service auditor's examina­
tion, did not correctly process data subsequent to the period cov­
ered by the service auditor’s examination and before the date of 
the service auditor’s report (the subsequent events period) because 
of the Year 2000 Issue. The proposed Interpretation states that be­
cause SAS No. 70 does not apply to design deficiencies that po­
tentially could affect processing in future periods, the service 
auditor would not be required to report such design deficiencies in 
his or her report. However, potential processing problems differ 
from processing problems that have actually occurred and come to 
the service auditor’s attention during the subsequent events pe­
riod. Therefore, if a service auditor becomes aware of such prob­
lems, the service auditor should determine whether management 
has disclosed that information in section 4 of the service auditor’s 
report, “O ther Information Provided by the Service Organiza­
tion.” If management has not disclosed that information, the ser­
vice auditor should include that information in section 3 of the 
service auditor’s report, “Information Provided by the Service Au­
ditor,” and should consider adding a paragraph to his or her report 
highlighting the disclosure. If management has disclosed that in­
formation in section 4 of the service auditor’s report, the service 
auditor should disclaim an opinion on that information because it 8
8. From time to time the AITF issues Advisories to provide nonauthoritative guidance on 
current developments or recently issued authoritative literature.
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is not covered by the service auditors report. Auditors should be 
alert to the issuance of a final Interpretation.
Accounting Issues and Developments9
Risks and Uncertainties
How does the existence of risks and uncertainties affect auditors of 
high-technology entities?
The high-technology industry is complex and evolving. Changes in 
the way the client does business or changes in the industry can re­
sult in new risks and uncertainties. As noted in SOP No. 94-6, 
“The volatile business and economic environment underscores a 
need for improved disclosure about the significant risks and uncer­
tainties that face reporting entities.” Auditors of high-technology 
entities may need to put additional emphasis on their assessment of 
the adequacy of disclosures regarding risks and uncertainties, as re­
quired by SOP No. 94-6.
The central feature of the SOP’s disclosure requirements is selectiv­
ity: Specified criteria serve to screen the host of risks and uncertain­
ties that affect every entity so that required disclosures are limited 
to matters significant to a particular entity.
This SOP applies to all nongovernmental entities that issue finan­
cial statements prepared in conformity with generally accepted ac­
counting principles (GAAP). It does not apply to condensed or 
summarized interim financial statements. It requires reporting en­
tities to include in their financial statements disclosures about—
• The nature of their operations.
• Use of estimates in the preparation of financial statements.
In addition, if specified disclosure criteria are met, it requires enti­
ties to include in their financial statements disclosures about—
9. A  number o f accounting issues relating to Internet businesses have been identified by the 
SEC. See appendix B, “SEC Perspective— Accounting Issues for Internet Businesses,” in 
this Alert for further information.
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• Certain significant estimates.
• Current vulnerability due to certain concentrations.
Auditors may need to consider whether management has made all 
necessary disclosures pursuant to this SOP.
Software Developed or Obtained for Internal Use
What recent guidance has been issued with respect to accounting for 
the costs of internal use computer software?
High-technology clients may have extensive computer systems that 
they use for internal management; for example, a telecommunica­
tions client may have a sophisticated system for tracking and billing 
customer usage. Having the most up-to-date systems can give high- 
technology audit clients a competitive edge in products, customer 
service, and so forth. A recent pronouncement addressed the issue 
of internal use computer software.
In March 1998, the Accounting Standards Executive Committee 
(AcSEC) issued SOP 98-1, Accounting for the Costs o f Computer 
Software Developed or Obtained for Internal Use. This SOP provides 
guidance on accounting for the costs of computer software devel­
oped or obtained for internal use. It requires the following.
• Computer software costs that are incurred in the prelimi­
nary project stage should be expensed as incurred. Once the 
capitalization criteria of the SOP have been met, external di­
rect costs of materials and services consumed in developing 
or obtaining internal-use computer software, payroll and 
payroll-related costs for employees who are directly associ­
ated with and who devote time to the internal-use computer 
software project (to the extent of the time spent directly on 
the project), and interest costs incurred when developing 
computer software for internal use should be capitalized. 
Training costs and many kinds o f data conversion costs 
should be expensed as incurred.
• Internal costs incurred for upgrades and enhancements that 
add functionality should be expensed or capitalized using 
the same criteria as for new software. Internal costs incurred
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for maintenance should be expensed as incurred. Entities that 
cannot separate internal costs on a reasonably cost-effective 
basis between maintenance and relatively minor upgrades and 
enhancements should expense such costs as incurred.
• External costs incurred under agreements related to specified 
upgrades and enhancements should be expensed or capital­
ized using the same criteria as for new software. However, 
external costs related to maintenance, unspecified upgrades 
and enhancements, and costs under agreements that com­
bine the costs of maintenance and unspecified upgrades and 
enhancements should be recognized in expense over the 
contract period on a straight-line basis unless another sys­
tematic and rational basis is more representative of the ser­
vices received.
• Impairment should be recognized and measured in accor­
dance with the provisions of FASB Statement No. 121, Ac­
counting for the Impairment o f Long-Lived Assets and for 
Long-Lived Assets to Be Disposed O f
• The capitalized costs o f computer software developed or 
obtained for internal use should be amortized on a straight- 
line basis unless another systematic and rational basis is 
more representative of the softwares use.
• If, after the development of internal-use software is com­
pleted, an entity decides to market the software, proceeds 
received from the license of the computer software, net of 
direct incremental costs o f marketing, should be applied 
against the carrying amount of that software.
SOP 98-1 identifies the characteristics of internal-use software and 
provides examples to assist in determining when computer soft­
ware is for internal use. The SOP applies to all nongovernmental 
entities and is effective for financial statements for fiscal years be­
ginning after December 15, 1998. It should be applied to internal- 
use software costs incurred in those fiscal years for all projects, 
including those projects in progress upon initial application of the 
SOP. Earlier application is encouraged in fiscal years for which 
annual financial statements have not been issued. Costs incurred
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before initial application of this SOP, whether capitalized or not, 
should not be adjusted to the amounts that would have been capi­
talized had this SOP been in effect when those costs were incurred.
In addition, EITF Issue No. 97-13, Accounting for Costs Incurred in 
Connection with a Consulting Contract or an Internal Project That 
Combines Business Process Reengineering and Information Technology 
Transformation, provides relevant guidance when an entity’s infor­
mation technology transformation project involves business process 
reengineering.
Costs of Computer Software to Be Sold, Leased, 
or Otherwise Marketed
What guidance is available regarding accounting for the costs of 
computer software to be sold, leased, or otherwise marketed?
FASB Statement No. 86 specifies the accounting for the costs of 
computer software to be sold, leased, or otherwise marketed as a 
separate product or as part of a product or process. It applies to 
computer software developed internally and to purchased software.
Costs incurred internally in creating a computer software product 
shall be charged to expense when incurred as research and devel­
opment until technological feasibility has been established for the 
product. Technological feasibility is established upon completion 
o f a detail program design or, in its absence, completion o f a 
working model. Thereafter, all software production costs shall be 
capitalized and subsequently reported at the lower of unamor­
tized cost or net realizable value. Capitalized costs are amortized 
based on current and future revenue for each product with an an­
nual minimum equal to the straight-line amortization over the 
remaining estimated economic life of the product.
EITF Issue No. 96-6, Accounting for the Film and Software Costs 
Associated with Developing Entertainment and Educational Software 
Products, raises the issue of how entities should account for the film 
and software costs associated with developing entertainment and 
educational products. However, because of the position taken by 
SEC staff, the task force was not asked to reach a consensus on this 
Issue. The SEC’s position is included in EITF Abstracts.
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In-Process Research and Development in a Purchase 
Business Combination
What are the current significant issues with respect to in-process research 
and development in a purchase business combination?
A current issue in the high-technology industry is that in a number 
of business combinations, a significant amount of the purchase price 
was allocated to in-process research and development (IPR&D) and 
then written off. There has been much discussion in the press about 
this issue, and the SEC staff has also expressed concern.
The applicable literature here is Accounting Principles Board Opin­
ion No. 16, Business Combinations, and related pronouncements. 
Paragraphs B50.151 and B50.152 in the Current Text provide the 
following guidance for purchase business combinations:
.151 Costs shall be assigned to all identifiable tangible and intan­
gible assets, including any resulting from research and develop­
ment activities of the acquired enterprise or to be used in research 
and development activities of the combined enterprise. Identifi­
able assets resulting from research and development activities of 
the acquired enterprise might include, for example, patents re­
ceived or applied for, blueprints, formulas, and specifications or 
designs for new products or processes. Identifiable assets to be 
used in research and development activities of the combined en­
terprise might include, for example, materials and supplies, 
equipment and facilities, and perhaps even a specific research 
project in process. In either case, the costs to be assigned are de­
termined from the amount paid by the acquiring enterprise and 
not from the original cost to the acquired enterprise. [FIN4, ¶4]
.152 The subsequent accounting by the combined enterprise for 
the costs allocated to assets to be used in research and develop­
ment activities shall be determined by reference to Section R50, 
“Research and Development.” Accordingly, costs assigned to as­
sets to be used in a particular research and development project 
and that have no alternative future use (refer to Section R50, 
paragraph .107) shall be charged to expense at the date of con­
summation of the combination. [FIN4, ¶5] [Refer to paragraph 
B50.1001 for an EITF Issue that provides interpretive guidance 
on this paragraph.]
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The issue that has come up recently is how the purchase price has 
been allocated to the assets purchased, in particular, to IPR&D. Au­
ditors of SEC registrants should be aware that the staff of the SEC 
has noted a number of problems regarding the valuation of 
IPR&D. One area noted frequently was the treatment of attributes 
of capitalized assets as attributes of IPR&D, for example, consider­
ing as IPR&D that portion of the purchased rights to technology 
that represents the future value of the right to enhance a product 
that has already been completed, on the theory that the right will be 
used in research and development. Other problems noted by the 
SEC staff include the definition of fair value and valuations that use 
a “relief from royalty” approach using average industry royalty rates.
Many of these valuations may be based on the work of a specialist, 
such as an appraiser. In these circumstances, auditors should follow 
the applicable guidance in SAS No. 73 and understand their re­
sponsibilities under that standard.
New FASB Pronouncements
What new accounting pronouncements has the FASB issued this year?
FASB Statement No. 134
See a summary of FASB Statement No. 134, Accounting for Mortgage- 
Backed Securities Retained after the Securitization o f Mortgage Loans 
Held for Sale by a Mortgage Banking Enterprise, an amendment of 
FASB Statement No. 65, Accounting for Certain Mortgage Banking 
Activities, in the AICPA publication Audit Risk Alert—1999/2000.
FASB Statement No. 135
See a summary of FASB Statement No. 135, Rescission o f FASB 
Statement No. 75 and Technical Corrections, in the AICPA publica­
tion Audit Risk Alert— 1999/2000.
FASB Statement No. 136
See a summary of FASB Statement No. 136, Transfers of Assets to a 
Not-for-Profit Organization or Charitable Trust That Raises or Holds 
Contributions for Others, in the AICPA publication Audit Risk Alert— 
1999/2000.
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FASB Statement No. 137
FASB Statement No. 137, Accounting for Derivative Instruments and 
Hedging Activities—Deferral o f the Effective Date o f FASB Statement 
No. 133, amends FASB Statement No. 133 as follows. The first sen­
tence of paragraph 48 is replaced by the following: “This Statement 
shall be effective for all fiscal quarters of all fiscal years beginning after 
June 15, 2000.” In addition, paragraph 50 is replaced by the follow­
ing: “At the date of initial application, an entity shall choose to either 
(a) recognize as an asset or liability in the statement of financial posi­
tion all embedded derivative instruments that are required pursuant 
to paragraphs 12-16 to be separated from their host contracts or (b) 
select either January 1, 1998 or January 1, 1999 as a transition date 
for embedded derivatives. If the entity chooses to select a transition 
date, it shall recognize as separate assets and liabilities (pursuant to 
paragraphs 12-16) only those derivatives embedded in hybrid instru­
ments issued, acquired, or substantively modified by the entity on or 
after the selected transition date. That choice is not permitted to be 
applied to only some of an entity’s individual hybrid instruments and 
must be applied on an all-or-none basis.” The Statement became ef­
fective upon its issuance in June 1999.
FASB Interpretation 43
See a summary of FASB Interpretation No. 43, “Real Estate Sales,” 
of FASB Statement No. 66, Accounting for Sales o f Real Estate, in the 
AICPA publication Audit Risk Alert— 1999/2000.
EITF Consensus Positions
The status of issues considered recently by the EITF can be found in 
the Audit Risk Alert— 1999/2000.
New AICPA Accounting and Auditing SOPs
What new AICPA accounting and auditing SOPs have been issued 
this year?
In this section we present brief summaries of recently issued AICPA 
SOPs. The summaries are for informational purposes only and
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should not be relied on as a substitute for a complete reading of the 
applicable standard.
SOP 98-9
SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition, 
With Respect to Certain Transactions, was issued in December 1998. 
This SOP amends paragraphs 11 and 12 of SOP 97-2 to require 
recognition of revenue using the residual method when (1) there is 
vendor-specific objective evidence of the fair values of all undelivered 
elements in a multiple-element arrangement that is not accounted 
for using long-term contract accounting, (2) vendor-specific objec­
tive evidence of fair value does not exist for one or more of the deliv­
ered elements in the arrangement, and (3) all revenue-recognition 
criteria in SOP 97-2 other than the requirement for vendor-spe­
cific objective evidence of the fair value of each delivered element 
of the arrangement are satisfied. Under the residual method, the 
arrangement fee is recognized as follows: (1) the total fair value of 
the undelivered elements, as indicated by vendor-specific objective 
evidence, is deferred and subsequently recognized in accordance 
with the relevant sections of SOP 97-2 and (2) the difference be­
tween the total arrangement fee and the amount deferred for the 
undelivered elements is recognized as revenue related to the deliv­
ered elements.
Effective December 15, 1998, the SOP amends SOP 98-4, Defer­
ral o f the Effective Date of a Provision o f SOP 97-2 , Software Rev­
enue Recognition, to extend the deferral o f the application of 
certain passages of SOP 97-2 provided by SOP 98-4 through fiscal 
years beginning on or before March 15, 1999. All other provisions 
of the SOP are effective for transactions entered into in fiscal years 
beginning after March 15, 1999. Earlier adoption is permitted as 
of the beginning of fiscal years or interim periods for which finan­
cial statements or information have not been issued. Retroactive 
application of the provisions of the SOP is prohibited.
Help Desk—The AICPA staff, assisted by industry experts, has 
released technical questions and answers (Q&As) on financial ac­
counting and reporting issues related to SOP 97-2. The Q&As
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will be included in the AICPA publication Technical Practice Aids.
In addition, the Q&As can be found on the AICPA’s Web site at 
http://www.aicpa.org/ members/div/ acctstd/general/othitem.htm
SOP 99-1
See the summary of SOP 99-1, Guidance to Practitioners in Conduct­
ing and Reporting on an Agreed-Upon Procedures Engagement to Assist 
Management in Evaluating the Effectiveness of Its Corporate Compliance 
Program, in the publication Audit Risk Alert—1999/2000.
SOP 99-2
See the summary of SOP 99-2, Accounting for and Reporting o f 
Postretirement Medical Benefit (401(h)) Features o f Defined Benefit 
Pension Plans, in the publication Audit Risk Alert— 1999/2000.
SOP 99-3
See the summary of SOP 99-3, Accounting for and Reporting of Cer­
tain Defined Contribution Plan Investments and Other Disclosure 
Matters, in the publication Audit Risk Alert— 1999/2000.
AcSEC Pronouncements Effective in 1999
The following are AcSEC pronouncements with effective dates in 
1999:
• SOP 98-7, Deposit Accounting: Accounting for Insurance and 
Reinsurance Contracts That Do Not Transfer Insurance Risk, is 
effective for financial statements for fiscal years beginning 
after June 15, 1999, with earlier application encouraged.
• Reminder— SOP 98-5, Reporting on the Costs o f Start- Up Ac­
tivities, is effective for fiscal years beginning after December 
15, 1998.
This Audit Risk Alert replaces High-Technology Industry Develop­
ments— 1998/99.
Practitioners should also be aware of the economic, regulatory, and 
professional developments described in Audit Risk Alert—1999/2000 
(Product No. 022250kk) and Compilation and Review Alert—
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1999/2000 (Product No. 022240kk), which may be obtained by 
calling the AICPA Order Department at 1-888-777-7077.
The High-Technology Industry Developments Audit Risk Alert is 
published annually. As you encounter audit or industry issues that 
you believe warrant discussion in next year’s Alert, please feel free to 
share them with us. Any other comments that you have about the 
Alert would also be greatly appreciated. You may send these com­
ments to:




Jersey City, NJ 07311-3881
O r email to GDietz@aicpa.org
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APPENDIX A
The Internet— An Auditor’s Research Tool
If used properly, the Internet can be a valuable tool for auditors. 
Through the Internet, auditors can access a wide variety of global 
business information. For example, information is available relating 
to SEC filings, professional news, state CPA society information, 
Internal Revenue Service information, software downloads, univer­
sity research materials, currency exchange rates, stock prices, annual 
reports, and legislative and regulatory initiatives. Not only are such 
materials accessible from the computer, but they are available at any 
time, free of charge.
A number of resources provide direct information, whereas others 
may simply point to information inside and outside of the Inter­
net. Auditors can use the Internet to—
• Obtain audit and accounting research information.
• Obtain texts such as audit programs.
• Discuss audit issue with peers.
• Communicate with audit clients.
• Obtain information from a client's Web site.
• Obtain information on professional associations.
There are caveats to keep in mind when using the Internet. Reliabil­
ity varies considerably. Some information on the Internet has not 
been reviewed or checked for accuracy; caution is advised when ac­
cessing data from unknown or questionable sources. Although a vast 
amount of information is available on the Internet, much of it may 
be of little or no value to auditors. Accordingly, auditors should learn 
to use search engines effectively to minimize the amount of time 
browsing through useless information. The Internet is best used in 
tandem with other research tools, because it is unlikely that all de­
sired research can be conducted solely from Internet sources.
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Some Web sites that may provide valuable information to auditors 
are listed in the following table.
Name o f Site
American Institute 
o f CPAs









Guide to W W W  for 
Research and Auditing
Accountants Hom e Page
United States Department 
o f Commerce
U.S. Tax Code Online
Federal Reserve Bank 
o f N ew  York
Cybersolve
XFRML— the digital 




Summaries o f recent auditing 
and other professional standards 
as well as other AICPA activities
Summaries o f recent accounting 
pronouncements and other 
FASB activities
SEC Digest and Statements, 
EDGAR database, current 
SEC rulemaking
Information on the activities 
o f the Independence 
Standards Board
World W ide Web magazine 
that features up-to-the-minute 
news for accountants
Links to other Web sites o f  
interest to CPAs
Basic instructions on how to 
use the Web as an auditing 
research tool
Resources for accountants and 
financial and business professionals
Commerce news and 
econom ic statistics
A complete text o f  the U.S.
Tax Code
Key interest rates
Online financial calculators such 
as ratio and breakeven analysis
Information on the development 
o f a standards-based method to 
prepare, publish in a variety o f  
formats, exchange and analyze 
financial reports and the 
information they contain
O nline information on various 
companies and industries
Search engine that utilizes a user- 
friendly question format. Provides 
simultaneous search results from 
other search engines as well 


























Name o f Site Content Internet Address






Information o f interest to 
providers o f  communications 





Matters o f interest to all 
segments o f  the high-technology 
industry— electronics, software, 
information technology. 
Includes news, publications, 




Includes news o f interest to the 
chip industry, in addition to 




Association d o  ITAA
Information about the infor­
mation technology industry 
and industry issues, and links 




SEC Perspective— Accounting Issues 
for Internet Businesses
The following is a list of issues that have arisen in Internet busi­
nesses that the SEC staff believes warrant consideration by the 
EITF (or another standard-setting body). These issues were com­
municated to the FASB in a letter from the SEC dated October 18, 
1999. We present the SEC list, in its entirety, for informational 
purposes only.
Issues in Accounting for Internet Activities
This memo describes accounting issues the SEC staff is aware of 
that have arisen in companies with Internet activities. The list 
has been compiled based upon a review of issues the SEC staff 
has dealt with in registrant filings, as well as issues identified 
through input from accounting firms. The issues discussed are 
all issues in which (1) there appears to be a diversity in practice,
(2) the situation does not appear to be addressed in the account­
ing literature, and/or (3) the SEC staff is concerned that the de­
veloping practice may be inappropriate under generally accepted 
accounting principles.
Some of the issues arise due to the new business models used in 
Internet operations, while others are issues that also exist in 
businesses with no Internet operations. For example, advertis­
ing partnerships, coupon and rebate programs, and complex 
equity instruments, while perhaps more common in Internet 
businesses, were in use long before the Internet. As a general 
rule, the SEC staff believes that Internet companies engaging 
in transactions that are similar to transactions entered into by 
traditional companies should follow the already established ac­
counting models for those transactions.
We believe that all of the issues discussed warrant further con­
sideration by the accounting and financial reporting commu­
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nity. Each issue represents an area in which investors would 
benefit from the improved financial information and consis­
tency that would come out of providing additional guidance 
on the issue. In order to maximize the benefits of providing 
such guidance, we believe it is important that any guidance ad­
dress not only recognition and measurement questions, but 
also classification and disclosures.
For each issue, we have added comments from the SEC staff 
regarding the issue, and an assessment of the priority of address­
ing the issue.
Gross vs. Net—Some of the more significant issues facing Inter­
net businesses surround whether to present grossed-up revenues 
and cost of sales, or merely report the net profit as revenues, sim­
ilar to a commission. The significance is enhanced due to the im­
portance often placed on the revenue line in the valuation of 
Internet stocks.
1. The question of gross vs. net revenue and cost display has 
arisen several times in connection with an Internet com­
pany that distributes or resells third party products or ser­
vices. Because the Internet is a new distribution model, and 
can be used in the distribution of tangible assets, intangible 
assets, and services, the existing practices used for making 
this determination are not always sufficient.
SEC Staff Comments: This seems to be a key issue. Priority 
level l .1
2. Many Internet companies enter into advertising barter trans­
actions with each other, in which they exchange rights to 
place advertisements on each others’ Web sites. There is di­
versity in practice in accounting for these transactions. The 
staff believes a prerequisite to reflecting these transactions in 
the accounting records is that the value of the transaction 
must be reliably measurable. In addition, the staff believes 
registrants should be making transparent disclosure that will 
clearly convey to investors the accounting being used.
1. SEC staff has suggested priority levels for addressing each o f  the issues (priority lev­
els 1-3) to identify the issues to be dealt with first. However, SEC staff believes that 
all o f  the issues should eventually be addressed.
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SEC Staff Comments: There have been a number of press ar­
ticles on this issue, illustrating its importance. Priority level 1.
3. ISP’s and PC retailers are currently offering a $400 rebate to 
purchasers of new PC’s who contract for three years of In­
ternet service. It appears that most of the rebate cost is borne 
by the ISP while a portion is borne by the PC retailer, that 
the retailer provides advertising and marketing for the 
arrangement, and that the rebate, or a portion thereof, must 
be returned by the consumer to the ISP if the consumer 
breaks the contract with the ISP. Some ISPs and retailers be­
lieve their portion of the cost of the rebate should be a mar­
keting expense, as opposed to a reduction of revenues. The 
SEC staff generally believes that such rebates should be con­
sidered a reduction of revenues.
SEC Staff Comments: The SEC staff believes that a staff 
announcement indicating that discounts like these should 
be accounted for as reductions of revenue is appropriate.
4. Shipping and handling costs are a major expense for Inter­
net product sellers. Most sellers charge customers for ship­
ping and handling in amounts that are not a direct 
pass-through of costs. Some display the charges to cus­
tomers as revenues and the costs as selling expenses, while 
others net the costs and revenues. The staff believes that 
practice for non-Internet mail-order companies is to net 
the revenues and expenses, although diversity may exist. In 
either situation, we note that companies generally do not 
provide any separate disclosure of shipping revenues and 
costs (e.g., by reporting shipping revenue and costs as sep­
arate line items, or by providing footnote disclosure of the 
gross shipping revenues and costs).
SEC Staff Comments: There is diversity in practice that 
should be eliminated. However, because the issue relates to 
a smaller portion of revenues and costs than some others 
in this section, it can be addressed after some of those is­
sues. Priority level 2.
5. Some Internet companies have concluded that a free or 
heavily discounted product or service, as is provided in in­
troductory offers (e.g., free month of service, 6 CDs for a
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penny) should be accounted for as a sale at full price, with 
the recognition of marketing expense for the discount. The 
staff notes that an AICPA Technical Practice Aid (Section 
5100.07, “One-Cent Sales”) addresses this issue, concluding 
that “The practice of crediting sales and charging advertising 
expense for the difference between the normal sales price and 
the “bargain day” sales price of merchandise is not acceptable 
for financial reporting.”
SEC Staff Comments: The SEC staff believes that a staff 
announcement indicating that discounts like these should 
be accounted for as reductions of revenue is appropriate.
6. Several Internet-based businesses have experienced service 
outages recently. Related costs may include refunds to cus- 
tomers/members, costs to correct the problem that caused 
the outage, and damage claims. Issues could include when 
to accrue the refunds and costs, whether refunds that are not 
required but are given as a gesture of goodwill are reductions 
of revenues or a marketing expense, etc.
SEC Staff Comments: The facts and circumstances surround­
ing these situations are likely to be very diverse, making the de­
velopment of general guidance difficult. Priority level 3.
Definition o f  Software— We have noted several issues that relate 
to whether Web sites themselves and files or information available 
on Web sites should be considered software, and therefore be subject 
to the provisions o f  SOPs 97-2  and 98-1 and/or SFAS 86.
7. In EITF Issue 96-6, the SEC staff expressed its view that the 
costs of software products that include film elements should 
be accounted for under the provisions of SFAS 86. As such, 
revenue from the sale of such products should be accounted 
for under the provisions of SOP 97-2. By analogy, the staff 
believes that guidance should be applied to software with 
other embedded elements, such as music. However, EITF 
96-6 did not discuss accounting for the costs of computer 
files that are essentially films (e.g., mpeg, realvideo), music 
(e.g., mp3), or other content. A number of questions may 
arise with relation to these files, including whether a com­
pany purchasing the rights to distribute music in the .mp3 
format should account for those costs under SFAS 50 or
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86. Similarly, it is not clear whether the revenue from the 
sales of .mp3 files falls under SOP 97-2.
SEC Staff Comments: As the areas of software, film, music, 
etc continue to converge, it is important to be able to iden­
tify which accounting models apply to various transactions. 
In addition, resolving this issue may be necessary in order to 
resolve issue 8 below. Priority level 2.
8. Costs of developing a Web site including the costs of devel­
oping services that are offered to visitors (chat rooms, search 
engines, e-mail, calendars, etc.) are significant costs for many 
Internet businesses. The SEC staff believes that a large por­
tion of such costs should be accounted for in accordance 
with SOP 98-1, as software developed for internal use. The 
staff notes that SOP 98-1, paragraph 15 states that “If soft­
ware is used by the vendor in .. .providing the service but the 
customer does not acquire the software or the future right to 
use it, the software is covered by this SOP.”
SEC Staff Comments: This is a key issue, given that it is the 
largest cost for many Internet businesses. Priority level 1.
Revenue Recognition—As with any new business model, issues
exist regarding the recognition of revenue for various types of Inter­
net activities.
9. Auction sites usually charge both up-front (listing) fees 
and back-end (transaction-based) fees. The staff under­
stands that the listing fees are being recognized as revenue 
when the item is originally listed, despite the requirement 
for the auction site to maintain the listing for duration of 
the auction. In addition, some auction sites recognize the 
back-end fees as revenue at the end of the auction despite 
the fact that the seller is entitled to a refund of the fee if 
the transaction between the buyer and seller doesn’t close 
(Note: the auction house is merely a facilitator and takes 
no part in assisting in closing the transaction). Given that 
many popular sites have recently started up auction sites, 
this issue may become more prevalent.
SEC Staff Comments on Front-end: The SEC staff be­
lieves that a staff announcement indicating that fees like
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this should be recognized over the listing period, which is 
the period of performance, is appropriate.
SEC Staff Comments on Back-end: The facts and circum­
stances of the agreements between the auction site, the buy­
ers, and the sellers may vary significantly, making it difficult 
to provide applicable guidance. Priority level 3.
10. Some purchasers of software do not actually receive the 
software. Rather, the software application resides on the 
vendor's or a third party’s server, and the customer accesses 
the software on an as-needed basis over the Internet. Thus, 
the customer is paying for two elements—the right to use 
the software and the storage of the software on someone 
else’s hardware. The latter service is often referred to as 
“hosting.” When the vendor also provides the hosting, sev­
eral revenue recognition issues may arise. First, there may 
be transactions structured in the form of a service agree­
ment providing Internet access to the specified site, with­
out a corresponding software license. In such instances, it 
may not be clear how to apply SOP 97-2. Second, when 
the transaction is viewed as a software license with a ser­
vice element, it isn’t clear how to evaluate the delivery re­
quirement of SOP 97-2.
SEC Staff Comments: This type of arrangement seems to 
be growing in popularity, although it is not all that common 
at this point. Priority level 2.
11. An Internet business may provide customers with services 
that include access to a Web site, maintenance of a Web 
site, or publication of certain information on a Web site 
for a period of time. Certain companies have argued that 
because the incremental costs of maintaining the Web site 
and/or providing access to it are minimal (or even zero), 
this ongoing requirement should not preclude up-front 
revenue recognition. The staff has historically objected to 
up-front revenue recognition in these cases, even with an 
accrual of the related costs.
SEC Staff Comments: The SEC staff believes that a staff 
announcement indicating that fees like this should be rec­
ognized over the performance period, which would be the
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period over which the company has agreed to maintain the 
Web site or listing, is appropriate.
12. Many Internet companies enter into various types of adver­
tising arrangements (sometimes with other Internet compa­
nies) to provide advertising services over a period of time. 
These arrangements often include guarantees on “hits,” “view­
ings,” or “click-throughs.” It isn’t clear how the provider of 
the advertising takes progress towards these minimums into 
account in assessing revenue recognition. This issue could 
show up in various other industries as well (sales reps who 
guarantee they will reach a certain level of sales, advertising 
in other kinds of media, etc).
SEC Staff Comments: The terms of these arrangements vary 
somewhat from contract to contract. The issues that arise in 
some, but not all, of these contracts may be addressed in the 
planned Staff Accounting Bulletin on revenue recognition is­
sues. Once the SAB is released, consideration of this issue 
would be appropriate. Priority level 3.
13. There are a growing number of “point” and other loyalty 
programs being developed in Internet businesses (similar 
to the airline and hotel industry programs). There are sev­
eral well-known companies whose business model involves 
building a membership list through this kind of program. 
In some cases, the program operator may sell points to its 
business partners, who then issue them to their customers 
based on purchases or other actions. In other cases, the 
program operator awards the points in order to encourage 
its members to take actions that will generate payments 
from business partners to the program operator. Several is­
sues related to these programs have arisen.
a. The program operators believe that their customers are 
the companies for whom they provide advertising and 
marketing services. They view the redemption of the 
points or other reward as the “cost of sales,” not as a 
revenue-generating activity. Therefore, they do not be­
lieve the fact that delivery under the reward occurs later 
should require revenue deferral. The staff has accepted 
this argument only when the contracts with the busi­
ness partners do not require the issuance or offer of any
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award, and speak merely to performing the advertising, 
marketing, or customer acquisition activities. In other 
cases, the staff has required that some amount of rev­
enue be deferred until the points are redeemed to reflect 
that the substance of the arrangement involves multiple 
elements, one of which has not yet occurred. The same 
issue could also exist in customer acquisition programs. 
For example, offers exist where an ISP offers 6 months 
of free service to people who open accounts at certain 
on-line brokerages.
b. When revenue is recognized up front with an accrual of 
the redemption costs, a question arises as to whether 
companies should estimate “breakage” (the amount of 
rewards that will expire unused). Many Web-based busi­
nesses have loyalty programs that would also face this 
issue. For example, many sites issue rewards that can be 
used towards future purchases at the site. In recording 
the liability for those rewards, some argue that the gross 
amount of the rewards issued should be recorded, while 
others believe that the recorded amount should be re­
duced for an estimate of the rewards that will not be 
used, if this “breakage” can be reliably estimated.
SEC Staff Comments: Priority level 2.
Prepaid/Intangible Assets vs. Period Costs— Internet businesses 
often make payments to obtain members or customers or to obtain 
advertising space, distribution rights, supply agreements, etc. In some 
cases, the questions o f  whether to capitalize or expense such costs and 
o f assessing impairment o f  the rights obtained is not straightforward. 
Although similar payments are made by companies that do not have 
Internet operations, the frequency with which this issue arises is 
higher in Internet companies.
14. Businesses often make payments for long-term contractual 
rights (e.g., Internet distribution rights) that are intended 
to be exploited only through Internet operations. The con­
tractual rights meet the definition of an asset, but the mea­
surement of the probable economic benefits is difficult. 
Some companies have asserted that these rights are imme­
diately impaired, as their best estimate of the expected cash 
flows would indicate the asset is not recoverable. The SEC
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staff has objected in these situations, and believes impair­
ment should not be recorded unless it can be shown that 
conditions have changed since the execution of the contract. 
The evaluation of impairment of these kinds of assets is 
complicated because, as discussed above, the contractual 
rights purchased may be covered by different accounting 
standards, depending on the subject of the rights.
SEC Staff Comments: EITF Issue 99-14 discusses 
WHETHER impairment of such contracts should be as­
sessed, but not how. Guidance on how to assess impairment is 
critical, and should be provided either as implementation 
guidance to Issue 99-14 or in a separate issue. Priority level 1.
15. Many Internet companies enter into various types of adver­
tising arrangements (sometimes with other Internet compa­
nies) in which one entity pays the other an up-front fee (or 
guarantees certain minimum payments over the course of 
the contract) in exchange for certain advertising services 
over a period of time. The payers in these arrangements 
have at times recognized an immediate loss on signing the 
contract, arguing that the expected benefits are less than the 
up-front or guaranteed payments. The staff has indicated 
that it views these payments as being similar to payments 
made for physical advertising space, and that any up-front 
payment should be treated as prepaid advertising costs. This 
issue was discussed in Paul Kepple's speech last December.
SEC Staff Comments: Guidance on these arrangements 
can be provided along with guidance on Issue 14 above.
16. Internet businesses often make large investments in build­
ing a customer or membership base. Several examples of 
this are:
a. Sites that give users rewards (points, products, discounts, 
services) in exchange for setting up an account with the site.
b. Sites that make payments to business partners for referring 
new customers or members.
c. Businesses that give users a PC and Internet service for free 
if they are willing to spend a certain minimum amount of 
time on the Internet each month and are willing to have 
advertisements reside permanently on their computer.
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In each of these cases, a question may arise as to whether the 
costs represent customer acquisition costs or costs of build­
ing a membership listing that qualify for capitalization, e.g., 
by analogy to SFAS 91.
SEC Staff Comments: Most companies appear to be ex­
pensing such costs as incurred; therefore, there is little diver­
sity in practice to make it urgent that this issue be addressed. 
If and when the issue is addressed, the model should apply 
broadly to costs of building customer and membership lists. 
Priority level 3.
Miscellaneous Issues
17. The instruments often have conversion or exercisability 
terms that are variable based upon future events, such as 
the attainment of certain sales levels or a successful IPO. 
The issuer’s accounting does not appear to raise new issues 
as it is covered in EITF Issues 96-18 and 98-5. For the 
holders, the instruments may be within the scope of SFAS 
133. However, because one or more of the underlyings are 
often based on the holder’s or issuer’s performance, SFAS 
133 will not always apply. In addition, it isn’t clear that the 
change in fair value of the instrument should be entirely rec­
ognized as a derivative holding gain or loss, vs. an increase or 
decrease in revenues or operating expenses.
SEC Staff Comments: This issue seems to fit well with other 
issues being considered by the DIG. Resolution before SFAS 
133 must be adopted would be helpful. Priority level 2.
18. SFAS 131 defines segments based on the information re­
viewed by top management in making decisions. There­
fore, if top management reviews information about the 
Internet portion of a company’s business separate from 
other operations, the Internet operations should be con­
sidered a separate operating segment.
SEC Staff Comments: Ensuring that SFAS 131 is prop­
erly applied in this area and others will likely be a focus of 
the SEC staff.
19. The staff has noted that classification of expenses between 
various categories (costs of sales, marketing, sales, R&D)
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sometimes varies significantly amongst Internet compa­
nies for costs that appear similar. Examples include Web 
site development costs and expenses related to the various 
contractual rights discussed above.
SEC Staff Comments: It is difficult to identify common ele­
ments between the classification issues that have arisen, mak­
ing the preparation of general guidance difficult. Priority 
level 3.
20. Common practice when a company prints a coupon in the 
newspaper is to record a liability and marketing expense 
for the estimated amount of coupons that will be redeemed. 
The Internet provides several new methods of distributing 
coupons that may raise questions within the existing account­
ing models. For example:
a. Product or service providers post coupons on-line, often 
for long periods of time.
b. Internet retailers or service providers send e-mails inviting 
the receiver to get a discount on a purchase.
SEC Staff Comments: The area of accounting for coupons, 
rebates, and discounts is growing more significant, but it is 
not limited to Internet businesses. Developing a robust 
model to account for these arrangements would be helpful. 
Priority level 2.
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